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e Unique opportunity: State and federal regulators have a unique opportunity to
create the rules of telecom competition. Each of the major dockets in the “regulatory
trilogy” — intercormection, universal service, access reform — must be addressed in
its turn, without creating additional problems or revenue shortfalls to be resolved in
the other proceedings. Regulators must proceed prudently with each proceeding;
once they break open the egg of competition, unscrambling the result will be
impossible.

* Unreasonable pricing standards: The FCC'’s interconnection order will diminish
LECs’ reveniues that have helped support universal service. The FCC’s
unreasonably low pricing standard for unbundled network elements and high
standard for wholesale discounts have not only eliminated any implicit support for
universal service, but also have mortally weakened LECs’ ability to compete. This
has unnecessarily increased the problem that a new universal service fund is
supposed to address. Unless the order is corrected to allow more reasonable
pricing, the Joint Board’s proposal will have to address the order’s “gift” of LECs’
assets to interexchange carriers, in addition to the needs of universal service.

i cilities-based competition: Consumers will not experience robust
and widespmd compeﬂhon through alternate networks, since few competitors will -
be economically motivated to build them under the FCC'’s rules. (This will be even
truer if universal service funding is inadequate.) By requiring LECs to sell parts of
their networks to competitors at below-cost rates, the FCC’s pricing rules make it
cheaper for competitors to feed off of a LEC's network, rather than to construct their
own facilities. This is parasitic competition, not real competition.

¢ Reduced customer choice: Consumers will be deprived of a major choice in retail
local exchange services, since the FCC's rules relegate LECs to the role of wholesale
operators. Competition will be muted given the LECs’ inability to engage as robust
competitors; they no longer can differentiate themselves from other entrants.
Regulation, not market forces, will be determining customer choices.

o Continuing competition: A stay of the FCC's order will not delay the introduction
of competition in the local market, since negotiations and arbitrations are
proceeding, as contemplated by the Telecom Act.
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ity: The FCC has exceeded its authority under the Actin
undermining the role of those who are closest to consumers — state commissions
and carriers — in introducing local competition.

i : The goals of a universal service plan should be to ensure
affordnbh, quality service in high-cost areas and to achieve rational pricing by
transforming implicit support in current prices into explicit universal service
funding. Support should be based on actual costs, not hypothetical, understated
costs. Regulators should not succumb to political expedience in adopting a plan
that only focuses on minimizing the size of a universal service fund. A universal
service plan must be sufficient to attract continued telecom investment in high-cost
communities.

: To ensure the delivery of universal service to consumers, the
Joint Board should recommend, and the FCC should adopt, a comprehensive
universal service plan that addresses both interstate and intrastate aspects.

Affordability: The federal plan should work together with state plans to ensure that
the price consumers pay meets a national affordability objective. To maintain this
price in a competitive market, it should establish a realistic compensation
mechanism for Carriers of Last Resort (COLRs) that provide universal service.

Erice signals for competition: Universal service policy will set the price carriers see
when they provide basic local service — the sum of the affordable price and the
support. This must be set at the right level to send the correct price signals for
market entry and investment in new technology.

Funding: Funding should be through a competitively neutral end-user surcharge on
all telecomn retail services.

Auction benefits: Once the initial cost-based funding level is determined, a
competitive bidding process should be used to designate COLRs and determine
support levels. This would replace the current debate over universal service cost
with a market mechanism. Auctions would provide a means for correcting any
errors in the initial cost-based support levels, and would adjust automatically over
time to changes in cost, or in the basic service definition.

8: To ensure that all customers are served, support must be tied to
a service obligation. But, unless all COLRs face the same obligations, competition
will not coexist with a sustainable universal service plan. Consumers will be more
likely to have a choice among service providers in high-cost areas if support is
available to any carrier willing to undertake COLR responsibilities and successful in
securing COLR status in an auction.
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o Statutory consistency: The FCC and the states have the requisite authority under
the Telecom Act to adopt and implement the provisions of CTE’s universal service
proposal.

e Rational pricing benefits: Consumers would benefit from a rational, economically
efficient, uniform pricing structure for access charges, unbundled elements, resale,
and local service. For example, the sum of prices for unbundled elements should
reasonably resemble their bundled service equivalents. With such a pricing
structure, competitors would receive correct price signals for market entry and for
“make/buy” decisions, and help prevent “rate shopping.”

* Linkage to universal service: Removing implicit support in existing access rates and
transforming them into explicit support as required by the Telecom Act would help
ensure continued delivery of universal service to consumers.

o Need for flexibility: Consumer needs would be better met if LECs have the same
flexibility in pricing and packaging of access services as competing providers; and
there no longer would be any justification for prescriptive access rules.

GTE TRLEPHONE OPERATIONS
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This analysis reflects GTE’s local and access service business as if it were being sold at the
FCC’s proxy prices specified in the order. It demonstrates the extreme wholesale discount
when using proxy prices for the sale of network elements. This analysis excludes toll revenue,

even though it will be indirectly impacted by unbundling, with reductions in contributions that
currently support universal service. This is not a forecast of revenue losses or market share.

A Netlomwide 28 states)
ANNUAL REVENUES CURRENT FCC LOWER LimiT FCC UPPER LIMIT
Local service (inc. SLC) *3,910,803,000 3,218,877,000 3,385,886,000
Interstate access 592,671,000 105,314,000 188,530,000
Intrastate access 796,180,000 120,756,000 217,229,000
CMRS access 80,000,000 26,000,000 26,000,000
CCURIC (inter/intragtate) 1,827,113,000 0 0
TOTAL $7,206,767,000 $3,470,947,000 $3,817,645,000

- B Rerlda

ANNUAL REVENUES CURRENT FCC LOWER LiMiY FCC UPPER LiMIT
Local services (inc. SLC) *456,752,000 365,575,000 385,491,000
interstate access 67,566,000 13,291,000 24,981,000
Intrastate access 45,741,000 6,406,000 12,040,000
CMRS access 11,266,000 3,661,000 3,661,000
CCL/RIC (interfintrastate) 234,180,000 0 0
TOTAL $815,505,000 $388,933,000 $426,173,000

&. Misseur!
ANNUAL REVENUES CURRENT FCC LOWER LimiT FCC UPPER LimIT
Local services (inc. SLC) *59,782,000 96,734,000 100,712,000
Interstate access 15,956,000 2,779,000 4,795,000
Intrastate access 34,332,000 3,353,000 5,785,000
CMRS access 1,028,000 334,000 334,000
CCL/RIC (inter/intrastate) " 82,486,000 0 0
TOTAL $193,584,000 $103,200,000 $111,626,000

B Washingion
ANNUAL REVENUES CURRENT FCC LOWER LimiT FCC UPPER LiMIT
Local services (inc. SLC) *175,623,000 133,552,000 140,832,000
Interstate access 34,522,000 4,977,000 9,079,000
Intrastate access 28,235,000 4,326,000 7,886,000
CMRS access 3,827,000 1,243,000 1,243,000
CCU/RIC (inter/intrastate) 81,501,000 0 0
TOTAL ‘ $323,708,000 $144,098,000 159,040,000%

*Adjusted for avoided costs of 17% specified by FCC

GTE TELEPHONE OPERATIONS
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PRESENT SYSTEM

EXPLICIT SUPPORT:
*HiGH-cosT - $753 MIL.
*LIFELINE - $ 148 MIL.
sLINKUP - $19 M.’

IMPLICIT SUPPORT:
(IN RATE STRUCTURE) 25
*$11-19BiL.
20+
'e ExpPucr SUPPORT:
*$12-20 BIL.
10
IMPLICIT SUPPORT.
5 ®* NONE
" ”
e =
PRESENT NEW UNIVERSAL {INTERCONNECTION
BiLuons $ UNIVERSAL SeRVICE Funp & ORDER)
SERVICE SUPPORT INTERCONNECTION *$10BIL.

SysTEM iMPACT
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1. What is universal * Provide affordable o Voice grade access to o Present service plus single
service? access to telecom public network parly line and touch tone
services in all regions o white page listing
of the nation
o Access to operator and
directory assist.
o Access to 911/E911
2. How will universal » Develop specific, o Explicit charge to IXCsfor e Surcharge on all retail
service be funded? predictable, sufficient USF telecom services (state and
and competively- o Implicit support in LEC interstate) for new
neutral funding rates (access, toll, universal service fund
mechanism that business, vertical services)
charges afl telecom
carriers
3. Wha is eligible to ¢ Maximize competition e Incumbent LECs o Any carrier certified by
compele for universal by giving more carriers state o be eligible to bid
service support? an opportunity to (*fitness” reqrmnt.) and
provide universal receive support if
service successiul
4. How will carriers be o Develop competitively o Incumbent LECs in own o Incumbent LECs inttially,

selected to receive
support?

neutral process 1o
select universal service
providers

serving area

carriers then will bid for
amount of support needed
to provide universal service

5. What are the » Ensure that all e Incumbent LECs must o COLRs must be prepared
obligations of COLRs?  consumers in high-cost  provide service to to provide defined service
areas have affordable customers in service areas  package to any customer
service in bidding area tor 3 years
6. What area wouldbe e Target supportto areas o Existing Study area (frozen e Census block group (CBG)

the basis for receiving  that are most in need as of 11/15/84); USF cost estimates allow
suppont? : based on study area targeting of support
| average costs

7.What are the relevant e Align support levels o Average total costs of e Use cost model to allocate
costs of providing with true costs subscriber loops actual costs among CBGs
universal service? within study area

8. How will low-income e« Ensure that all o Lifeline and Link Up  Credit to offset consumer’s
consumers afford consumers have America programs bitl (portable among COLR
universal service? universal service

and non-COLR carriers)




Auction Process Marktfomes Sagport Nechsaism

bid down amount
*CLEC petitions state to hold of support over time
auction for selected CBG(s) e
*State qualifies bidders P TTTmTTmmmmemmmmeees P Federalfundto
«State holds auctions twice yearly : ‘ .FS M” & Stste funds bo
*State establishes maximum ; 4 Support Ikroshoid Affordability Threshold
support rate * (set by FCC wiJoint Board input)
«Carriers within certain percent of ,
lowsst bid become COLRs I eececccmcccmacan—aa > W
«Highest winning bid determines Afordabity Treshel]
level of support for COLRs \/ + ASordabiity Tireshonl
for set period (3-5 years) A ' footly Board nput)
"""""""""" P> State fund o Local Rate
Census Block Groups (CBGS) : 1ocal Bate
" *States rebalance
local rates or ' (sat by State)
contnue fundingupto p  CBGT (lowcost)
Affordabifity Threshold *No support required
*Two thresholds give FCC/Slates greater *Actual costs distributed among CBGs help assure
control over size & distribution of funds “explicit and sufficient” universal service support
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How Bureaucrats Rewrite Laws

BY Joun J. Dilutio Jr.

- As the historic 104th Congress draws to
a close, scholars have already begun to
debate its legislative record. Some stress
that the first Republican Congress in four
decades enacted lewer major laws than
any Congress since the end of World War
I1. Others respond that it was only natural
that a new conservative Congress com-
mitted to restraining the post-New Deal
rise of national government activism
would pass fewer big-government bills.
Likewise, while some interpret President
Clinton's bright re-election prospects as a
negative referendum on the GOP-led
House and Senate, others focus on how
Republicans ended up setting the agenda
on everything from balancing the budget
to welfare reform.

For at least two reasons, however,
both sides in this early war over the
104th’s history are firing intellectual
blanks. One reason is that it is not yet
clear how much of the legisiation wiil
stiek pelitically, For example, Mr. Clinton
has made plain that, i reelected, he
plans to “fix" the new welfare law. And
should the House fall to the Democrats,
ultraliberal committee chairmen will
move quickly to undo much of what the
Republicans did legislatively on welfare,
crime, immigration and more.

The other and more fundamental rea-
son is that, no matter what happens in No-
vember, it is by no means certain that the
laws passed by the Republican Congress
over the last two years will survive admin-
istratively.

Bureaucratic Wars

Victeries won on the legisiative battle-
field are routinely lost in the fog of bu-
reaucratic wars over what the laws mean
and how best to implement them. One of
many recent examples is how the Federal
Communications Commission has already
virtually rewritten the Telecommunica-
tions Act of 1996.

On Feb. 8, President Clinton signed the
first major rewrite of telecommunications
law in 62 years. To many observers, the
act ted the culmination of a series
of political and judicial decisions that be-
gan in 1974 when the U.S. Justice Depart-
ment filed an antitrust suit against AT&T,

taading tn a hraalin af the nid tolenh

monopoly and the creation in 1984 of the
seven regional “Baby Beills.” The bill-sign-
Ing ceremony, the first ever held at the Li-
brary of Congress, was draped in symbol-
ism. The president signed the bill with a
digital pen that put his signature on the In-
ternet. On a TV screen, comedian Lily
Tomtin played her classic telephone com-
pany operator Ernestine, opening her skit
;mxl;one gigabyte” instead of “one ringie-
ngie.”

During the debate over the bill and for
weeks after its enactment, the press
played up the law’s social-policy side-

latures and state public utility commis-
sioners will be drawn into state debates
on how to ensure a ‘level playing field for
competition’ among those firms seeking to
provide local and intrastate telephone ser-

" vice.” The major batties, the NCGA pre-

dicted, would be over the terms of price
and interconnection agreements. Tele-

phone rivais could be expected
to lobby , utility commissions
and state legislatures in search of allies.

But within six months of the law's en-
actment, the PCC declared a victor in the
“telewars in the states”—namely, itself.

The FCC’s rushed, revanchist rewrite of the telecom-
munications law is based on a hypothetical pricing scheme
that only an armchasr economist could love.

shows, like the requirement that most
new television sets contain a “V-chip” en-
abling parents to lock ouwt programs
deemed lmrhte for children. But
its true si nce lay in removing bar-
riers to competition In the telecommuni-
cations , and devolving responsi-
bility for remaining regulation to the
states. While its language is often techni-
cal, you need not be a telecom junkie to
understand the letter of the lgw or the
record of floor debates in

For example, Sections 251 and 252 of the
law promote competition in local telephone
markets, expressly giving state commis-
sions authority to decide, via a strictly lo-
calized, case-specific process, what consti-
tutes “just and reasonable” rates. It af-
fords the FCC no role whatsoever in set-
ting local exchange prices: “Nothing in
this chapter shall be construed to apply or
to give the Commission jurisdiction with
respect to . . . charges, classifications,
practices, facilities, or regulations foror in
connection with intrastate communication
service.”

The law’s devolutionary language and
deregulatory intent was so clear that
groups such as the National Council of
Governors’ Advisors qulcﬂy produced pe-
ports advising Key state and local decision
makers to prepare for “telewars in the
states.” Soon, one NCGA report on the law
exnlained. “savernors’ nffices. state lepis-

The commission produced a 600-page doc-
ument promuigating na-
tional pricing standards in local
markets. The FCC insists that the order is
necessary to pry open local markets to
long-distance carri-

en-
trants to intrastate markets are forced to
contend with 50 different, localized state

regimes.

But the FOC's rushed, revanchist
rewrite of the telecommunications law is
based on s hypothetical pricing scheme
that only an armchair economist could
love. In its hundreds of pages of national
regulatory dictates, the FCC almost com-
pletely ignores the actual costs that local

incurred to create the system,
and the regional and other variations in
how they operate.

On Aug. 28, GTE Corp. and Southern
New Rnotand Telonhnna Mn inintlv rhat.

lenged the FCC in court, arguing that the
FCC’s order constitutes an uncompensated
taking under the Fifth Amendment by re-
quiring them to sell their services at below
actual costs. The order, they claim, would
almost certainly enervate competition by
permitting long-distance giants like AT&T
to buy up local phone networks at hige
discounts—an ironic potential outcome in-
deed given how all this began in 1974.
Moreover, not only giants like AT&T but
fly-by-night arbitrage artists could enrich
themselves at the expense of consumers on

“the spread between actual operating costs

and the prices set by the FCC. In response
to the suit, a federal appeals court ordered
& temporary stay of the FCC regulations
and will hear oral arguments in the case
tomorrow,

At a recent press conference, GTE'’s se-
nior vice and general counsel,
former U.S. Attorney General William P.
Barr, demanded to know why the FCC be-
lieves that it is better at making decisions
“for 58 states than the state commissions
are, who have done this histerically, who
have all the data that are relevant to the
state before them.”

A Meckery .

But whether or not the FCC is wiser
than the states, and regardless of who is
right about the economics of the case, the
FCC buregucrats’ order mocks key provi-
sions of 2 democratically enacted 1aw. The
FOC’s action is at odds not only with the
textbook understanding of “how a bill be-
comes law,” but with the first principles of
limited government and American consti-
tutionalism. .
The PEC’s action should serve to re-
mind us that the devolution and dereguia-
tion of federal authority are always in the
sdministrative details. On telecommuni-
cations, weifare, and almost every other
major issue, big government is the admin-
istrative state in which judges and un-
elected officiais, and not the elected repre-
sentatives who debate and enact the laws
govern us all.

Mr. Dilulio is professor of politics and
public affairs at Princeton, director of the
Brookings Center for Public Management
and adjunct fellow at the Manhattan Insti-

berbp
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GTE’s universal service proposal is designed to provide explicit support to carriers wherever
necessary to support affordable rates and to low-income customers throughout the country,

provide competing carriers access to high-cost funding on equivalent terms, and replace
regulation with a sustainable and fair market mechanism.

v ESSEATIM CONPONENTS:
L gamier fiimtons
A. Core Service Obligation

Carriers must offer to any customer within a service area a technology-neutral basic
service package, which would consist of:

1.

ook @

Residence voice grade access to the network that provides the ability to place and
receive calls, and access to long distance carriers of the customer’s choice

Touch-tone service

Single-party service

Access to operator services and directory assistance
Access to emergency services (E911)

Standard white pages directory listing

B. Carrier of Last Resort (COLR) Obligation
Any carrier receiving high-cost support must be designated by that state as being a
Carrier of Last Resort. Obligations established by each state, under broad federal
guidelines, would include:

Provide the basic service package to any residence customer in a service area at a
rate no higher than a state-established ceiling

Meet state qualifications
Meet minimum service quality standards adopted by state
Provide for interconnection and equal access

Make services available for resale at reasonable rates.

Joint Board and FCC should establish a monthly rate threshold for the basic service
package, while the costs above the Affordability Threshold to provide such service
would be considered high cost and funded by federa!l and state funds.
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B. Federal Support Threshold and State Fund
The FCC, with advice from the Joint Board, should establish a monthly Federal Support
Threshold (greater than the Affordability Threshold) above which the costs of providing
the basic service package would be covered entirely by the federal jurisdiction. A
combination of the state and federal funds would cover the difference between the
Federal Support Threshold and the Affordability Threshold.

C. Affordability Transition
States should transition local service rates for the basic service package up to the
Affordability Threshold or cost, whichever is less, or create independent state
mechanisms under Section 254(f) to hold prices below that threshold.

D. Bidding/Geographic Area

For the geographic area in which eligible COLRs will assume their obligations and
receive high-cost funding assistance, GTE recommends using census block groups

(CBGs). CBGs can be subdivided when necessary to accommodate existing service
areas. .

Day1
1. Incumbent LECs’ actual costs of providing basic service package assigned directly
or distributed by a cost model to serving areas.

2. Funding provided to LECs for each customer served based on the difference
between the per customer actual cost within a CBG and the rate ceiling,

1. Entrants notify the state of intent to bid for carrier of last resort duties and funding,

2. Competitive bidding conducted for each bidding area for which an intent to bid is
submitted. -

3. Bids would be the amount of per-customer monthly support required by the
submitting carrier.

4. Funding provided to all carriers selected through the bidding process.
N Neewtion of Aniieg

1. To any eligible carrier successfully bidding to provide service as a COLR for each
subscriber who chooses that carrier.

2. To any carrier serving individuals eligible for income-based support.

Day 2*:
1. For each subscriber, to any eligible carrier successfully bidding to provide service as
a carrier of last resort.

2. To any carrier serving individuals eligible for income-based support.



GTE Universal Service

Proposal
October 1998 ¥ Page 3

L Amiing Soavves
A. Federal Contribution to High-Cost Funding
Uniform surcharge on interstate and intrastate telecom retail revenue of interstate
service providers.
B. State Contribution to High-Cost Funding

Competitively-neutral state sources, such as surcharge on in-state (originating and
terminating traffic) telecom retail revenue of intrastate service providers.

C. Income-based Support Funding
Uniform surcharge on interstate telecom retail revenue of service providers. For federal
Lifeline program, each state may adopt its own income-based support program.

Incumbent LECs reduce current rates bearing implicit support by amounts equal to the new

explicit support. Result is revenue-neutral implementation of a new explicit support
mechanism. This corrects price distortions in other markets caused by the need to support
local service.

IR Syvdew Nochonisw
A. Notification Procedure
States conduct auctions twice each year, initially. Carriers may notify states 90 days in
advance of each auction date as to which bidding areas they intend to bid.
B. Auction Design Principles

Create a competitive situation which will encourage aggressive bidding, and permit
multiple service providers in high-cost areas.

C. Auction Objectives

1
2

Promote greatest possible benefits from competition.
Promote efficient provision of service at minimum cost.

D. Auction Mechanism

1
2

Single round, sealed bid.

Winners are those who bid within a certain percentage of the winning bid. More
bids are accepted if bidding range is narrow; fewer are accepted if bids are far apart.
Support provided equal to the highest of the winning bids.

Winning bidders in the initial auction for a service area will bear COLR obligations
for three years; in subsequent auctions, COLR obligations will extend for five years.

All bidders, and the incumbent LEC, may withdraw after results of the auction are
disclosed, subject to financial penalty.

At least two bidders are required to hold an auction. If fewer than two bids remain
after withdrawal, the auction will be canceled and support will be provided to the
incumbent at Day 1 levels.
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GTE’s universal service proposal is designed to provide explicit support to carriers wherever
necessary to maintain affordable rates and to low-income customers throughout the country,
provide competing carriers access to high-cost funding on equivalent terms, and replace
regulation with a sustainable and fair market mechanism.

This is accomplished by determining the amount of support explicitly required by today’s
telephone companies for providing a basic universal service package at an affordable price, and
providing those carriers with explicit support from a competitively-neutral fund for the costs of
such services above the affordable rate. Other carriers interested in serving as carriers of last
resort in reasonably-sized geographic areas would be free to indicate their interest in providing
universal service on equivalent terms and also obtaining equivalent support monies by
requesting that those areas be put up for competitive bid. A sealed-bid auction, designed to
permit multiple carriers to “win,” then would be conducted to determine the amount of
universal service support that would be provided to all “winning” carriers in each market.

This paper describes GTE's proposal in greater detail, with the essential components that any
universal service proposal must address. These include:

1. Carrier Obligations

11. Plan Thresholds and Geographic Boundaries

1. Calculation of Support Available in Each Area

IV. Distribution of Funding

V. Funding Sources

VI. Off-setting Rate Reductions

V1. Competitive Bidding Mechanism

L Ganwicn Sotsasrions

To ensure competitive neutrality, all carriers that obtain high cost universal service support for
a given geographic area must be subject to identical universal service obligations.

First, this will ensure that the services provided by each carrier meet minimum requirements
determined by state regulators and expected by residential customers.

Second, specific obligations will ensure that funding is provided to all interested carriers in a
manner that promotes competition. Some will not be able to have lessened responsibilities
than others and receive the same amount of funding in a given area.
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Third, specific obligations will permit the use of a simple auction mechanism where the only
variable on which carriers will be bidding in the auction will be the amount of support required
from the fund to provide the prescribed service in a given area. All other aspects of a carrier’s
decision (geographic area, term of service, universal service package definition, etc.) will have
been specified in advance by state regulators according to broad Federal-State Joint Board
guidelines.

4
The joint Board should recommend and the FCC should define the specific attributes of a
universal service package. Any carrier interested in receiving universal service support
should be required to provide this service to any customer within areas eligible for
universal service support funding. The service definition should be technology neutral and
be comprised of the following features:

1. Residence voice grade access to the network which provides the ability to place and receive
calls and access to long distance carriers of the customer’s choice

Touch-tone service

Single-party service

Access lo operator services and directory assistance
Access to emergency services (911/E911)

Standard white pages directory listing.

Policy Sationsle

Consumers, regulators, and carriers all benefit from a clear definition of the service that is
desired to be universally available. Customers can expect availability of a basic service
package throughout the country. Regulators can be sure that any carrier determined to be
eligible will, at a minimum, provide consumers with a specified set of features and
functions. Carriers will know what their service obligations are, so they can determine with
greater certainty the costs of providing service in a given area before committing to do so.
Each state would be free to add elements to this national definition and fund them through
its own state program. ,

Logal AsthorRly

Section 254(c) gives the FCC the authority, upon recommendation of the Joint Board, to
establish which services shall be deemed part of universal service.

SMos N

In general, COLR obligations should be consistent with those which the incumbent LECs
face today. Because these requirements may vary among LECs, states, and serving areas, it
is not possible, nor is it necessary, for a federal universal service plan to dictate specifics of
the COLR obligation. However, any federal universal service plan should set forth
minimum guidelines for state determination of uniform COLR requirements.
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Any carrier receiving high-cost support must comply with the following obligations:
1. Meet state qualifications

2. Provide the basic service package to any residence customer in a bidding area at a price no higher
than the Affordability Threshold.

Serve as COLR for set period of time (3-5 years)
Meet state minimum service quality standards
Provide for interconnection and equal access

Make services available for resale at reasonable rates

I O

Under this approach the states would develop a two-step process. First the states would
determine which carriers, among all those interested in providing universal service in a
high-cost area, would be eligible to receive universal service support. Second, funding
actually would be provided to those eligible carriers which agree to a minimum set of
“carrier of last resort” obligations, consistent with federal guidelines. In particular, the
federal guidelines would require that whatever obligations the state may establish for
COLRs should be the same for all COLRs in a given area. Under GTE's proposal, these
carriers would be self-selected through a competitive bidding mechanism. The following is
a description of the minimum set of obligations a state should require of any carrier
receiving universal service support.

1. State qualifications
In order to ensure consumers receive continuing and reliable service from any carrier
seeking to receive universal service funding support, states should develop a minimum
set of criteria, in effect a set of “fitness” requirements. This could be a simple

certification process as to a firm’s financial capacity to meet the carrier of last resort
obligations in a given market area.

2. Provide the basic service package
This is described in the previous section. Each carrier receiving federal support would
be required to provide to any customer requesting the universal service basic package,
within a given area, the full complement of service features as defined by the Joint
Board. The carrier must provide the basic service package at a price that does not
exceed the Affordability Threshold set by regulators or the regulated local rate,

whichever is less. The carrier would also meet any limits on terms and conditions
established by the state.

3. Serve as COLR for set period of time (3-5 years)
When an area is set for auction, the terms of the auction would require carriers to
comumit to serving all customers within a given market for a set period of time. The
service obligation must alsc be designed to encourage carriers to invest in given market
areas. Winning bidders in the initial auction for a service area will bear COLR

obligations for three years; in subsequent auctions, COLR obligations will extend for
five years,
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4. Minimum service quality standards
To the extent that most states maintain quality requirements for carriers, these
requirements should be spelled out for all carriers seeking federal universal service
support. Encouraging the entry of new carriers to provide universal service should not
result in the vitiation of regulators’ service quality objectives. New service standards
imposed on COLRSs in high-cost areas may increase their costs and would trigger an
auction to allow COLRs to determine the appropriate funding level.

5. Provide for interconnection and equal access
Carriers seeking to receive funding for supplying universal service must provide for
access to long distance carriers of the customer’s choice and permit other carriers to
interconnect facilities. To the extent these requirements are not imposed on all carriers,
progress made to date in implementing these policies will erode as new carriers gain
customers and provide a lesser scope of services. Any reduction in interconnection and
access also would hinder the development of competition, even from carriers not
requiring support.

6. Resell services

Under GTE's proposal, resellers may enter markets as carriers of last resort. However,
each COLR must be able to provide service to all customers in the area, regardless of
how the COLR provisions the service. This responsibility must rest with the COLR and
not with the underlying carrier. However, resellers would only be eligible for support
monies if the price they pay for the resold facilities is not artificially constrained by
regulation, but rather is established using a market-based mechanism. When a COLR is
supplementing its own facilities by reselling facilities obtained at a constrained price,
the underlying carrier should receive the universal service support for the customer
served, not the reseller.

Policy Retionsie

. There is an inherent conflict between a functioning competitive market and the need to

subsidize the costs of carriers which operate in certain high-cost areas. For there to be
competition, more than one carrier needs to provide service. For these competitors to
compete on equal footing, support provided to any carrier must be available to others on
equal terms and conditions. Finally, the support must be provided in a manner which
limits the amount of funding to a sufficient level.

Regardiess of the method chosen to determine which carriers may receive universal service
support funding, the ground rules for all carriers must be identical. One carrier should not
receive more support for serving a customer than another if both are subject to the same
service requirements. Similarly, one carrier should not be subject to more or fewer service
obligations than another, given the same level of support. It would be extremely difficult to
provide varying levels of support to carriers depending on different levels of obligations.

While the imposition of symmetrical COLR obligations should be applied under any type
of universal service plan, it would be an essential component when using competitive
bidding to determine support levels.
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o First, carriers seeking universal service support must have something tangible upon
which to bid. Just as vendors who bid on contracts from governments and businesses
expect payment (in accordance with the bid) for services rendered, receipt of universal
service support must also be tied to a clear obligation to perform a specific service.

o Second, if one bidder in the auction is unduly burdened with certain regulatory
obligations and costs that are not extended to all other participants in the auction, a
competitively-neutral result will not be assured, and the level of compensation
determined would not induce efficient market entry.

o Finally, assigning a basic set of COLR requirements on all successful bidders provides
greater assurance to regulators that basic telephone services will be provided to all
customers, at an acceptable price and quality, over time.

GTE has proposed that recipients of USF funding be required to fulfill their COLR
obligations for a period of 3-5 years. A period in excess of one year is necessary to provide
service stability and predictability to local subscribers and to give bidders some reasonable
expectation of revenue to support necessary investments. On the other hand, the service
obligation period should not be excessive so as to deter efficient entry of new competitors
willing to assume COLR responsibilities and receive USF support.

A COLR that fulfills its obligation and does not become a COLR in a subsequent period is
not forced to cease serving customers in an area. A carrier that does not retain COLR status
has a reduced service obligation (e.g,, is not required to offer service ubiquitously in an
area), can choose the customers it prefers to serve, and will not be subject to any price
regulation, but no longer is eligible for USF monies.

Loel Sstborty

State commissions designate eligible telecommunications carriers under Section 214(e). To
be an eligible telecommunications carrier, a carrier must offer the services that are
supported by the federal universal service mechanism. See Section 214(e)(1)(A). Eligible -
telecommunications carriers may only receive universal service funding, “in accordance
with Section 254,” see Section 214(e)(1), which provides the FCC authority to create a

minimum COLR obligation as part of the federal universal service plan. Sge Sections
254(b)(5), (b)(7).

In addition, Section 254(b)(5) specifies that the federal universal service plan be sufficient to
preserve and advance universal service. A plan with asymmetrical requirements for the

same support would not result in a “sufficient” plan to meet the requirements of this
section. :

The Joint Board and FCC should establish a monthly rate threshold for the basic service
package above which costs to provide such service, on a per customer baasis, would be
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considered high cost and funded by federal and state funds. This Affordability Threshold
also will define a maximum rate which customers should be expected to pay for receiving
the basic package of universal service.

GTE supports the use of household income to determine this Affordability Threshold.
Further, GTE supports the local exchange carrier industry’s efforts to refine the
methodology for calculating the affordability threshold. It would be appropriate to
establish the Affordability Threshold at 1% of household income calculated on a county
basis, with a lower bound at one standard deviation from the nationwide median income
and an upper bound at one standard deviation.

SN Suneert Tty

The FCC, with advice from the Joint Board, should establish a monthly Support Threshold
(greater than the Affordability Threshold) above which the costs of providing the basic
service package would be covered entirely by the federal jurisdiction. A combination of the
state and federal funds could cover the difference between the federal Support Threshold
and the Affordability Threshold.

Aty Iraseliow

States should transition local service rates for the basic service package to the Affordability
Threshold or cast, whichever is less, or create independent state mechanisms under Section
254(f) if the state wants to hold prices below that threshold.

A/ Reoaraniéc Ares

The Joint Board and FCC should determine the geographic area upon which the costs of
universal service support will be determined (if any) and within which carriers receiving
such support will be required to provide service to all customers. The Joint Board must
balance the need for plan simplicity with competition issues. Smaller geographic areas —
such as Census Block Groups (CBGs) — not only would ease the start-up burden on new
entrants, but would maximize the homogeneity of costs faced by incumbents already
operating in these areas. Otherwise stated, smaller areas would limit the variation of costs
faced by carriers; larger areas, such as wire centers, would mix lower-cost town centers
with significantly higher-cost outlying areas.

GTE proposes CBGs as the best choice of geographic unit. The selection of the area and
auction structure will affect the degree to which targeting of support can be achieved.
CBGs can be subdivided when necessary to accommodate existing service areas and to
improve targeting of support.

cosy-hesed Acsistance

Individuals eligible for income-based support can request local service from any carrier
operating locally. Customer eligibility would be determined by a customer’s participation
in a federal or state income assistance program. Self certification should not be employed.

Carriers need not be eligible telecommunications carriers or carriers of last resort for this
purpose. Carriers will credit customers” accounts with the income-based support amount
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for each eligible customer served. This program can accommodate existing federal “Link-
Up” and "Lifeline" mechanisms. The FCC and states can review periodically the amount of
support provided under this program to determine the need for adjustments. This
program should not be tied to the existing interstate SLC, since only incumbent LECs
assess such a charge.

Pelcy Sutionsle

A universal service plan should be based on market principles. The plan should expose
customers to a reasonable price for universal service, while intervening to hold down that price
in high-cost areas. This would provide carriers with sufficient support to offer a market rate
for their services. Currently, high cost assistance programs are not directly linked to local
service prices. Support provided to carriers is based on a formula which considers average
costs, with the remainder of any support needed coming from prices for other services or to
other customers charged, which also reflect average costs. Properly established thresholds
would send market price signals to both customers and carriers entering the market.

Logul Anthorkty :

The FCC must ensure that quality universal services are available at affordable rates.

Section 254(b)(1). States may designate service areas as they choose for all areas except those
served by rural telephone companies. The 1996 Act designates these as study areas until the
FCC and states change them in conjunction with a recommendation from the Joint Board. The
1996 Act limits the availability of universal service funding, however, to eligible
telecommunications carriers that offer universal service “in accordance with Section 254.”
Section 214(e)(1). Thus, the FCC could adopt small bidding areas as part of its authority to
devise a comprehensive universal service support mechanism. See Sections 254(b)(5), (b)(7).

ML Syvrear Guesuanon

Initial universal service support should be determined by comparing the actual costs of
providing a basic universal service package with the Affordability Threshold selected by the
Joint Board. Carriers, for which the per customer cost of providing universal service is greater
than the Affordability Threshold, would receive support for the amount over the Affordability
Threshold for each customer served in a given area. Once the initial cost-based level is
established, the level of support should be subject to competitive bidding. Carriers would bid
on the level of support they needed to provide universal service in a given market when
constrained by an Affordability Threshold and other carrier obligations outlined above.

In the context of competitive bidding, it is useful to distinguish between the calculation of
support provided to incumbent carriers prior to any requests for competitive bidding and the
determination of support under a competitive bidding process. The following, therefore,
distinguishes between “Day 1” when the new universal service explicit funding mechanism is

established and “Day 2*~ when carriers determine support through the competitive bidding
process.
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4
H’he actual costs experienced by an Incumbent LEC are either calculated for each
geographic area (Census Block Group) or are assigned to CBGs from a higher level of
aggregation (e.g. study area) through the use of relative cost estimation models. If a
carrier can determine actual costs on a CBG basis, they can directly assign those costs
without the use of a cost estimation model.

2. For each customer served, a carrier would receive support for the difference between
the Affordability Threshold and the per customer, actual cost within each CBG.

3. Where the rate charged to customers exceeds the Affordability Threshold or cost, the
rate should transition down to the threshold or cost, whichever is less.

& By (ialeve o Spction Prepesell
1. Entrants notify a state commission of their intent to bid for the opportunity to provide
universal service as a carrier of last resort and to receive funding at a level determined
by the competitive bidding process.

2. States would conduct auctions at regular intervals, initially twice each year on a fixed
date. Each scheduled auction would include those market areas designated for auction
by new entrants. Once auctioned, a CBG would not be subject to auction again until the
expiration of the term commitment for winning carriers of last resort.

3. Upon determination of auction winners, funding is provided to all “winners” for each
customer served based on the winning bid.

Poicy Rationsle

Especially with the use of a competitive bidding mechanism, it is entirely appropriate to initiate
a new explicit universal service funding mechanism at today’s actual cost of providing service.
The only actual cost experience in providing such services is captured in the reported costs of
existing incumbent local exchange carriers. Thus, it is a reasonable starting point, with the
auction mechanism to adjust support requirements to competitive market levels. Relying
instead on cost proxy estimates could deter competitive entry (not enough support for new
entrants) while under-compensating existing carriers.

Once completed, auctions could then be scheduled for each market upon completion of the
COLR term of service. These subsequent auctions would permit adjustments to the support
required for universal service, taking into account the addition of ad vanced services to the
basic universal service definition, changes in technology, and cost structures. Without
competitive bidding, regulators would be forced into an endless cycle of re-estimating costs to
account for these changes. )

Lopal Antberity

The FCC has the authority to adopt a universal service support mechanism as long as it is
“specific, predictable, and sufficient.” Section 254(b)5). GTE’s auction proposal is predictable
because it sets specific parameters for the auction process, and it sets a defined period for the
COLR obligation. In addition, the GTE universal service support plan is specific and sufficient
because it is comprehensive, it accounts for universal service support both before and after the
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emergence of competition, and it can be applied to all areas in which universal service support
is necessary. An auction also would result in presumptively sufficient funding because the
service provider would be specifying what they believe to be a sufficient amount in their bid.

e SN § S e o Q.

The distribution of funding to carriers will first be determined by geography, with each CBG
being assigned funding for the amount that the cost of serving each subscriber exceeds the
affordability threshold, totaled across all subscribers in the area. Following an auction for a
given geographic area, the support would be based on the winning bid. Any carrier operating
as a carrier of last resort (and among the winning bidders when auctions are held) receives
fund support for each customer served.

Policy Rationsle

Funding of universal service should be efficient, sufficient, and simple. GTE's proposed
auction mechanism and support mechanism would accomplish these goals. Funding provided
on a per customer basis to each carrier will ensure competitive neutrality and an equitable
distribution of funding support. Coupled with symmetrical carrier obligations, this funding
method will encourage competition, not on the basis of different obligations or funding
eligibility, but on price, service quality, and other service attributes.

Loguy/ Awthority
Under the 1996 Act, universal service support “should be explicit and sufficient to achieve the
purposes of [Section 254].” Section 254(e). This distribution of funding ensures this result.

¥_Fonoie Sownces

A national plan with shared federal and state responsibility should be strongly considered. In-
such a plan, federal funding would:

e Cover those costs above a federal Support Threshold that is set higher than the
Affordability Threshold.

¢ Share funding support for income-based assistance programs.

¢ Fund the difference between current local monthly rates and the Affordability Threshold, in
diminishing amounts; this would encourage states to eliminate disparities between current
rates and the Affordability Threshold.

Meanwhile, the state fund would:

¢ Cover the difference between the federal Support Threshold and the Affordability
Threshold.

¢ Cover the difference during a transition between the Affordability Threshold and initial
price (price on Day 1), if it is lower. This transitional support would diminish as the initial
price moved to the Affordability Threshold or cost, whichever is less.
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States are free to fund any additional universal service requirements they deem appropriate
within their jurisdictions.

One major advantage of federal and state regulators sharing responsibility for the plan is the
ability for each to link the plan implementation to the development of rational rate structures in

Whether a federal fund or a state fund, support requirements should be raised using a uniform
surcharge on the telecom retail revenues of all service providers. The FCC may impose a
uniform surcharge on all telecom retail revenues of carriers which provide interstate service, to
any extent. States may impose a uniform surcharge on the intrastate telecom retail revenues of
carriers providing intrastate service. Because it is difficult to determine intrastate revenue for
interexchange carriers, it may be desirable for states to also place a surcharge on all telecom
retail revenues billed in the state. If states were authorized to do so as part of a federally-
ordered plan, potential legal and jurisdictional issues may be resolved.

Policy latlonsle :

A uniform surcharge applied to retail revenues will result in an explicit and competitively
neutral funding mechanism. Customers, faced with uniform surcharges on telecom retait
services of all carriers, will not have the incentive to switch from one carrier or service to
another merely because of surcharge amounts. A uniform surcharge also is the simplest
mechanism.

The use of gross revenues will skew the burden of funding to carriers which receive a
significant amount of carrier revenue, such as access charges. The use of gross revenues net of
carrier payments is more complicated and could result in uneven burdens depending on the
degree to which certain services are subject to a surcharge including whalesale resale charges,
access charges, and unbundled elements. Predictable and efficient support necessary to meet
the objectives of universal service is best met by a uniform surcharge on the telecom retail
revenues of all carriers.

Logel Aushortty

The 1996 Act requires “every telecommunications carrier that provides interstate
telecommunications service” to contribute, “on an equitable and nondiscriminatory basis,” to
the support mechanism that the FCC establishes to preserve universal service. Section 254(d).
“Every telecommunications carrier that provides intrastate telecommunications services” shall
contribute, “on an equitable and nondiscriminatory basis” to state mechanisms to support
universal service. Section 254(f).

B2 Orrserrine BaTe REDOCTIONS

Since universal service will be funded by an explicit program, any increase in the explicit
support received by incumbent carriers at the outset of the program should be offset by price
reductions of other services, which currently provide implicit support, on a revenue-neutral
basis. Revenue offsets should be applied to those incumbent LEC services which bear the



GTE Universel Setvice Propossi
Oclober 1996 ¥ Page 11

greatest amount of implicit support, both interstate and state, not to any single rate element.
Interstate reductions should be applied to the carrier common line, the residual interconnection
charge, and the subscriber line charge. Funds from the federal fund also should be used to
offset those state rates which currently provide implicit support.

Policy Salionaly

rate reductions are required to ensure that incumbent LECs are not over-
compensated with explicit universal service funding. These rate offsets are especially
important given the FCC’s recent interconnection order. The more focused the offset on
implicit support-bearing services such as access, the closer the rates can be set to the prices of
unbundled elements which comprise access services. One of the logical outcomes of the
national pro-competitive policy is that prices would more closely resemble costs.

Logul Awtbority

The Act requires funding for universal service through explicit, rather than implicit, support.
See H. R. Conf. Rep. No. 458, 104t Cong., 2d Sess. 131 (1996). In addition, the FCC in its
Interconnection Qrder made clear that it would not permit the recovery of universal service
support through rates charged for services ancl elements avax]able under Section 251

iggt m:-t mg Ordg, CC Docket No 96-98 FCC No 96—325 at para 712 (nleued August 8,
1996) (“Interconnection Order”). However, the Commission maintained that ILECs should
continue to recover certain non-cost-based interstate access charge revenues for a limited time
to avoid harming universal service. Id at para. 715.

While Congress created distinct obligations for ILECs to unbundle network elements and resell
local service in its entirety, See Section 251(c){3),(c)(4), the Commission extended these
obligations to permit new entrants without any facilities to take advantage of either method,
permitting the combination of all unbundled elements to offer complete telecommunications
services, including exchange access services. Int ection Order at para. 329-333.

At the same time, the Commission has also determined that when ILECs resell local service
pursuant to Section 251(c)(4), the 1996 Act requires that ILECs continue to receive access charge
revenues. Id. At para. 980. However, with respect to unbundled network elements, the
Commission determined that telecommunications carriers purchasing unbundled network
elements to provide local and exchange access services are not required to pay federal or state
exchange access charges, except for the carrier common line charge and a charge equal to 75%
of the transport interconnection charge until the earliest of 1) June 30, 1997; 2) final FCC
decision on universal service and access reform; or 3) if the [LEC is a BOC authorized under
Section 271 to provide in-region interLATA service. Id. at para. 720.

Thus, because the Commission has created the opportunity for new entrants to bypass some
level of access charges in the interim, and all access charges within less than a year, through the
purchase of unbundled elements, ILECs need to be able to implement offsetting reductions in
rates for services that bear implicit support to remain competitive.
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L Avenoy Mecsswsy

Competitive bidding can be used to introduce a competitive market mechanism into a
traditionally closed system of universal service funding. Auctions can determine the amount
of suppert received by a carrier willing to meet certain obligations. Auctions are far likelier to
result in a reasonable and competitively-neutral result than would cost estimation models.
However, auctions will not work unless carriers have something to win and if they run a risk in
winning it. Only winners would be permitted to receive universal service funding. But, all
qualified carriers, including incumbent LECs, would have the opportunity to lose or withdraw.

4
State commissions should conduct auctions twice each year initially. Carriers may notify
states 90 days in advance of each auction date as to the Census Block Group(s) on which
they intend to bid. This notification will place those identified markets into the next auction
round. Once a market has been subject to a completed auction, it will not be re-bid until the
carrier of last resort’s obligation and a minimum auction interval have been achieved.

B Avction bootm Prncivies
1. The winning number of carriers must be balanced against the amount of support
required to fund those carriers in a given market.
2. All winners should receive the same level of support.

3. Complicated auction designs should be ruled out given the use of small Census Block
Group geographic areas.

4. Collusion should be guarded against, especially in the event of only two interested
bidders.

5. Bidder qualifications are important to consider in advance of an auction, given that
bidders are assuming an obligation in exchange for support payments.

1. Encourage competition both “in the market” and “for the market” to encourage carriers
to provide innovative and quality services to consumers.

2. Have the “winners” be the carriers for whom the actual cost of providing service is
lowest or who are willing to provide service for the lowest level of support.

3. Constrain the amount of support payments required.

2 Ascson Nochonism - 6we Propessl
1. Incorporate notification mechanism (above.)

2. State commissions establish a maximum support rate based on some multiple above
actual, estimated cost in order to accommodate situations where the initial costs are
under-estimated. Excessively low limits would discourage others from considering



